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Our Company 


VHQ Entertainment Inc. (formerly Video Headquarters Inc.) 
¢ H 

d home entertainment stores that delivers industry 
pang returns for investors. 


oe with 34 cations operating in Canada as of May 31, 2000, 


we plan to continue our strategic expansion - a plan that, 
over the long term, calls for our company to become a 
leading neighborhood retailer of home video 
entertainment. Not simply a neighborhood video store, 
however, we have achieved significant growth over the 
past year as a result of product diversification. The 
introduction of video games and gaming related 
accessories, CD music, DVDs for rental and sale and film- 
related merchandise has allowed VHQ to garner additional 
revenue streams and increase in-store traffic. By providing 
superior growth rates and product diversification, we will 


emerge as a top performer in the home entertainment 
industry. 


Q’)isa dynamic, rapidly growing chain of video rental — 


profile 


compan y 


We began operations in July 1997, upon acquisition of 
our first video rental store in Central Alberta. Today, VHQ's 


— 40 retail store locations provide both urban and rural 


customers with high quality, well stocked and conveniently 
located stores. VHQ stores range in size from 4,000 to 
8,000 square feet and carry approximately 10,000 units 


each of rental stock consisting of VHS video tapes, DVDs, 


Nintendo 64 games and Sony PlayStation games. 


Video Headquarters Inc. (to be renamed VHQ 
Entertainment Inc.) is a public company listed on 
the Canadian Venture Exchange trading under the 
symbol VHS. 


Ake 


Our Strategy 


VHQ’s mandate is to build and operate a successful chain 
of video rental and home entertainment stores. As part of 
~ Our strategic retail expansion plan, VHQ targets large urban 
centres, smaller urban neighborhood markets and rural 
communities with populations of about 10,000 people. 


To realize the benefits of creating a presence in the 
emerging worldwide Internet marketplace, VHQ has 
formed E-Trend Networks, Inc. (“E-Trend”), a subsidiary 
based in Calgary, Alberta with offices in Marina del Rey, 
California and Fort Lauderdale, Florida, to enter into the 
e-commerce sale and distribution of over 100,000 new 
and previously viewed VHS and DVD format movies, music 
titles and video games. With the inception of E-Trend’s 
premier web site EntertainMe.com, VHQ has created a 
- major online entertainment portal, acting as a gateway site 


* * 
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that directs customers to several online e-commerce 
specialty stores including MovieSource.com, 
VHQMusic.com, VHQMovies.com and VHQGames.com. 


VHQ’s strategy is to integrate “bricks and clicks” while 
building our online component at a rate that keeps pace 
with technological developments in entertainment delivery. 
An early phase of this strategy will see VHQ install, at retail 
store level, interactive kiosks that give consumers direct 
access to VHQ web sites, allowing them to browse a 
broader catalogue of products than can be offered in the 
physical stores. Later, as new entertainment delivery 
platforms continue to develop, customers will look to VHQ 
first to deliver streaming broadband entertainment directly 
to their homes. 


strategy 
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ae The spirit of this company is one of unfailing dedication — 
acommitmenttoconstant growth andrefinement, 
| an emphasis on the importance of change, and an endless search 
for finding IMAGINATIVE ways to serve our customers and create 
waide for Our shareholders. 


Dear Fellow Shareholder: 


In last year’s annual report, I wrote of my optimism 
about the future of our company.That optimism 
was based on the tremendous strength of our 
industry, our core capabilities and the competitive 
spirit of our people.This year, 1 am pleased to 
report that confidence was warranted. We have 
delivered another year of record-breaking growth 
and financial results. 


A Year of Change and Opportunity 


Fiscal 2000 has been a period of unprecedented 
change for VHQ. We have physically doubled in size, 
increasing our store-count from 14 to 34, and have 
grown to employ more than 500 dedicated, driven 
people. We have assessed our business strategy, 
consulted with our loyal customers and begun the 
process of changing our name and our brand in the 
marketplace. We have set in motion a strategic 
growth and diversification plan for the future. In 
short, we have delivered on our promise to create 
real value for our customers and shareholders alike. 


The home entertainment industry has also changed, 
as digital and online technologies are creating new 
options for accessing and enjoying the 
entertainment that customers crave. Industry 
divisions between media such as movies, music, and 
games are beginning to blur, as multi-media digital 
platforms become available. Consumers will soon 
be able to play a variety of entertainment products 
on a single device, and in 3-5 years, broadband 
connectivity will deliver the consumer’s choice of 
content directly to the home. At the same time, 
current distinctions between computers and 
televisions will blur, as the television industry 
converts to digital technology and high definition 
TV. 


What has not changed is our customers’ insatiable 
appetite for entertainment - an age-old interest that 
only grows as technology expands entertainment’s 
availability and offers new forms of creativity and 
interactivity.As a company, we have collectively 
risen to meet the challenge of anticipating, meeting 
and surpassing our customers’ every entertainment- 
related need and desire. 


Surpassing Expectations 


Fiscal 2000 was a year in which VHQ outpaced 
expectations for both strong sales and earnings, 
fueled by a spectacular performance at the retail 
store level. It was a year in which we positioned 


“We expect to complete in 
excess of 2,000,000 store 
Sales transactions during 
fiscal 2001.” 


- Trevor M. Hillman, President and CEO 


ourselves aggressively - and we think appropriately - 
for the direction the home entertainment business 
is destined to travel in the years ahead. 


With our strategic focus on physical growth, 
product diversification and brand development, in 
2000 VHQ surged ahead of much of the competition 
and into an exciting future defined by the 
availability of different entertainment formats for 
different customers, and for different customer 


' needs at different times. It is a future in which we 


believe that no single entertainment format will 
suffice for all customers all of the time.And while 
some customers will prefer one format over others, 
we do not believe there ever will come a time when 
any one of our core product offerings will totally 
dislodge the rest. 


In short, we see a future of more choice, not less.A 
future of expanding potential to provide service, 
convenience and increased product selection to 
new and existing customers. And at VHQ, we believe 
the time to prepare for that future is now. 


On the pages of this year’s annual report, you will 
read about what we are doing in key areas of our 
business as we move to integrate our bricks-and- 
clicks retail entertainment formats in innovative 
new ways. You will learn about our plans to redefine 
our stores and our brand to appeal to new 
generations of customers, even as we strive to 
better serve today’s core customer base. 


This is an important story, and one we are pleased 
to share with you. But first, let’s take a moment to 
recap fiscal 2000’s record-breaking financial 
performance: 


e Revenues for the year totaled $12.9 million. This 
figure, when compared to the $5.1 million in 
revenues recorded at year end in May 1999, 
depicts an impressive increase of 151 percent 
over fiscal 1999's results. 


(Source: 1999 Consumer Survey, Video Store Magazine 
and Adams Media Research) 


e Year to date earnings per share increased by 
seven times to $0.21 from $0.03 for the year 
ended May 31, 2000. 


Net earnings for the twelve-month period ended 
May 31, 2000 were $2.1 million, as compared to 
$0.2 million for fiscal 1999, representing an 
increase of $1.9 million in net earnings. 


Pre-tax income rose significantly, from 1999’s 
result of $386,816 to $3.6 million for fiscal 2000. 


A Year of Remarkable Accomplishment 


Underlying our strong financial performance were 
other significant accomplishments that allowed us 
to further improve how we run our business. 


As Canada’s fastest growing video and home 
entertainment chain, our geographical expansion in 
fiscal 2000 left VHQ poised to become a leader in 
North America’s massive entertainment retail 
industry. To date, our company has grown to include 
40 attractive, high-yielding retail stores - a 
testament to our dedication to achieving 
profitability through aggressive physical growth. 


Also in 2000, for the first time in our history, we 
were able to negotiate direct-revenue sharing 
agreements with several of the major U.S.-based film 
studios. These agreements, which will take effect in 
November 2000, will significantly reduce our capital 
costs and allow us to stock a larger quantity of 
popular titles, which in turn will increase customer 
satisfaction. These arrangements also position VHQ 
admirably for future alliances involving emerging 
technology, such as broadband video-on-demand. In 
an industry where an estimated 60 percent of rental 
transactions are now based on revenue sharing, we 
are proud that our solid reputation has earned us 
the right to benefit from this profitable business 
model. 


Branded for the Future 


In fiscal 2000, our goal was to concentrate on 
steadily growing our brand for the future, and thus, 
we set out to create a strategy built on ensuring 
long-term profitability and growth.As a result, we 
have elected to re-brand and re-name all of our retail 
stores. Over the coming year, we will continue to 
welcome our newly created “VHQ Entertainment - 
Where Entertainment Begins!™” stores to the VHQ 
family. 


Above all else, this brand shift reflects the fact that 
at VHQ, we listen to our customers. When they told 
us the phrase “Video” refers to movies on VHS tape 
(which is now perceived as an old and outdated 
format), we understood that retaining our original 
retail brand name was effectively limiting our 
evolution as a company. Today, and in the future, our 
VHQ Entertainment brand is a powerful new 
identity that will continue to transform VHQ to 
become a platform-independent source of home 
entertainment.The new identity reflects VHQ’s 
embrace of new technology and our goal to offer 
“all things entertainment” to our customers. 


The new VHQ Entertainment brand will also 
identify our stores as destination entertainment 
retail outlets - fun, exciting places to make 
entertainment choices, offering the complete scope 
of entertainment-related products and an 
‘entertainment immersion’ experience. Customers 
will recognize that the entertainment they seek 
begins when they walk through the front door of 
any VHQ store, not simply when they push the 
“Play” button at home. Store environments will 
feature signage that promotes VHQ’s online sites, 
and will be attractively designed in shades and 
lighting schemes that invite customers to linger. 
Product merchandising will be arranged to 
encourage browsing and buying, as well as to 
highlight new and high-margin products.The in- 
store environment will be further enhanced via 
custom content on a produced tape that will be 
constantly played on the in-store monitors and 
sound system.The breadth and diversity of products 
available for purchase or rental in VHQ 
Entertainment stores will also enhance the 
shopping experience, which will result in increased 
sales and profitability for VHQ. 


Among our other goals for the year ahead is 
improving the shopping experience for our 
customers, including making transactions faster and 
raising the bar on customer service. We also will 
continue testing new concepts, some of which are 
discussed later in this report, as we strive to 
“reinvent” aspects of the retail store experience, 


making it more convenient, more relevant and 
responsive to the needs of today’s, and tomorrow’s, 
customers. 


Outlook for Success 


Part of this strategy involves finding new ways to 
integrate the various facets of in-store and online 
retailing - bringing the Internet into our stores in 
innovative ways that can increase customer service 
and expand merchandise offerings, and using it to 
drive traffic to our stores through cross-promotions 
and multi-channel marketing. 


Looking to the future, VHQ has recognized and 
responded to the opportunity of the Internet for 
the delivery of entertainment products.Through its 
subsidiary E-Trend Networks, Inc. (“E-Trend”), we 
already operate a number of successful e-commerce 
sites, including EntertainMe.com, MovieSource.com, 
VHQMovies.com, VHQMusic.com and 
VHQGames.com. E-Trend is also developing an array 
of technology alliances that deliver state-of-the-art 
experiences for online consumers. These include 
proprietary agreements for software, such as 
icontact, which provides interactive, personalized 
online experiences. In fiscal 2001, VHQ and E-Trend 
will continue to build upon their shared 
infrastructure to create a stronger retail presence 
than is possible for store-only or online-only 
retailers. 


The cornerstone of our strategy is a seamless 
integration of emerging technology with the 
interests of entertainment consumers. Today, 
consumers looking for pre-planned or spontaneous 
home entertainment look first to their community 
video retailer. VHQ will leverage that first- 
consideration status to offer consumers an engaging 
variety of entertainment (movies, music, games, 
news, and merchandise) in all popular formats and 
technologies. 


Through our growing chain of stores and shared 
infrastructure, we will also build consumer 
awareness of, and affinity for our online services 
with the introduction into our retail stores of 
interactive kiosks that allow customers direct 
access to VHQ web sites. Further, as broadband 
streaming media becomes commonplace, we will 
offer online retail experiences that closely replicate 
the best aspects of live entertainment shopping, 
including a 3D virtual-store interface. 


Throughout this transition, we are determined to 
respect, build upon, and profit from our extremely 
strong connection with home entertainment 
consumers and the communities they live in. VHQ 


As a result of aggressive 
expansion, today VHQ is 
ranked among the Top Ten 
Home Entertainment Chains 
in Canada. 


Top Ten Canadain Video Specialty Chains, 1999 


stores will offer entertainment-buying experiences 
that meet those consumers’ interests, and will 
continue to contribute actively to the health of the 
communities in which VHQ does business. 


Acknowledgements 


Above all, it is the quality of our people that makes 
the real difference in defining our successes. We are 


blessed with an abundance of incredibly talented, 


dedicated, hard-working and creative people in 
every aspect of our business. From customer service 
representatives to operations staff, to senior 
management and our Board of Directors, our people 
are at the heart of who we are and what we can 
accomplish. We thank and commend each of them 
for all they have done to make 2000 such an 
outstanding year. 


As we move into this new century, we are 
committed to continually renewing and revitalizing 
our company. We believe that being on the cutting 
edge of retail means being willing to lead rather 
than being satisfied merely to follow. We look 
forward to building on the momentum of 2000 and 
keeping you apprised of our progress.As we 
continue on this journey, we remain grateful for 
your support. 


Sincerely, 


Wl. 


Rod D. Stephe 
Chairman of the Board 
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hal lenges that lie ahead. 


s Canada’s fastest growing video and home 

entertainment chain, VHQ is poised to 

become a leader in North America’s massive 
entertainment retail industry. 


In last year’s annual report, we announced plans to 
double our store count by the end of fiscal 2000. 
Our company has grown to 34 stores as of May 31, 
2000, a figure that when compared to the 14 stores 
in operation at the close of fiscal 1999, shows 
extremely impressive and aggressive growth. We 
have kept, and exceeded on, our promise. 


As part of our expansion strategy, we have focused 
on situating stores in neighborhood, rural and 
suburban markets, where there is less competition, 
low fixed costs and great potential for market 
Captivation. In addition, we have achieved stability 
in fiscal 2000 by making key acquisitions in urban 
markets and have concentrated heavily on physical 
expansion through “new build” stores. 


Today, we are in the process of re-branding our 
stores as “VHQ: Where Entertainment Begins!” By 
removing the word “video” from the retail name 
“Video Headquarters” and instead emphasizing 
“entertainment”, the new identity will appeal to 
consumers seeking a wider range of home 
entertainment alternatives.The stores themselves 
will also be redesigned to offer an entertaining 
environment, and customers will literally 
understand that the entrance to a VHQ store is 
“where entertainment begins.™” We believe the 
VHQ brand can be most effectively and efficiently 
built as our company expands its concentration of 
stores in its geographic markets. With a strong base 
of stores in western Canada, VHQ plans to open 
additional stores in key markets where there is an 
opportunity to increase market share and enjoy 
economies of scale to purchase mass media for 
marketing purposes. 


Also in fiscal 2000, we announced that VHQ had 
taken significant steps forward in our strategic 
expansion plan, having completed the acquisitions 
of: 


e Star Vision Enterprises Inc.,a leading 
independent video retailer operating six “Family 
Video” locations in the Saskatoon, Saskatchewan 
market; 


© Safiqa Holdings Ltd., operating four video retail 
stores under the brand name “Rainbow Video” in 
the Calgary, Alberta market; 


e Two independent “Movies Plus” retail locations 
operating in Calgary, Alberta; and 
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e One “Silver Screen Video” location in Saskatoon, 
Saskatchewan. 


New build stores, including those opened this year 
in communities such as Okotoks, Alberta and 
Yellowknife, Northwest Territories are an integral 
part of VHQ’s national expansion strategy. 
Locations such as those listed above are chosen 
based on the fact that they meet our expansion 
criteria - both are located in rural or small urban 


‘ markets and now operate under the updated VHQ 


brand. 


Looking toward the future, we have identified two 
geographic regions with the greatest potential for 
immediate expansion of the VHQ brand: the 
province of Ontario and the northern U.S. states of 
Montana, Idaho, North Dakota and South Dakota. 
The Ontario market has been identified because it 
is the most concentrated Canadian market, and the 
northern U.S. markets, which have been largely 
neglected by competing video retail chains, were 
chosen because of their geographic proximity to 
our base in western Canada. Growth into the 
United States offers the additional benefit of 
establishing an American presence and brand 
recognition to support the online brands of VHQ’s 
web sites. 


These expansions will be built from VHQ’s existing 
infrastructure, and will not require significant 
infrastructure in the targeted regions. They will be 
supported by regional managers, but fulfillment 
and all corporate support will remain in an 
efficient central distribution facility. 


We are confident our market strategy of one-stop 
entertainment shopping will prove to be a 
competitive advantage in virtually every 
geographic area, and that as a result, VHQ’s new 
stores will quickly become the strongest and most 
profitable in any given region. 
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We are the company that supports the brand that brings 
entertainment to life”. For the families that invite our 
movies, music and games into their homes 
to create moments of EXCITEMENT AND ANTICIPATION, 


Wee are quite simply, the place where 
Gime rvtalmment begins. 


UNG 
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ver the course of our history, VHQ has 

consistently created relationships with 

customers that transcend the products and 
services offered within our stores. In fiscal 2000, 
VHQ made perhaps the most difficult, yet the most 
profit and customer-driven decision of our past. 


In fiscal 2000, we concentrated on steadily growing 
our brand for the future, and have set out to create a 
strategy built on ensuring long-term profitability 
and growth in a combined technology and 
entertainment based industry. Thus, we have elected 
to re-brand and re-name all of our retail stores. Fiscal 
2000 was a time to begin to slowly, but steadfastly, 
say goodbye to the VHQ brand. As we enter 2001, it 
is with sound business and marketing strategy 
behind us that we welcome our new brand - VHQ 
Entertainment. 


Our new VHQ Entertainment brand is a powerful 
new identity that is transforming our company to 
become a platform-independent source of home 
entertainment.The new identity reflects VHQ’s 
embrace of new technology and our goal to offer 
‘all things entertainment’ to our customers. In 
customer’s’ minds, the phrase “Video” refers to 
movies on VHS tape (which is now perceived as an 
old and outdated format), limiting VHQ’s evolution. 


Our new approach also permits diversification of 
VHQ’s retail offerings to include complete music 
departments, the ability to create and burn 
customized music CDs in the store, the provision of 
online access to enhanced product offerings via in- 
store kiosks and the sale of satellite dishes, wireless 
communication devices, Internet access, 
entertainment magazines and studio merchandise. 


Strategically, the VHQ Entertainment name 
rejuvenates our brand and positions it on the 
leading edge of change, creating long-term growth 
potential. We are “taking back our brand” by 
removing roadblocks to success, creating wealth for 
our organization and our shareholders, and earning 
the lasting respect of our customers and employees. 


As a company, we actively and visibly champion our 
agreed-upon strategy to re-brand as VHQ, and have 
initiated a re-branding action plan.This strategy 
involves a simple yet comprehensive set of 
deployment plans detailing how each organizational 
area will contribute to the overall brand strategy. 
Once the plan is fully implemented, over the course 
of fiscal 2001, everyone from senior management to 
individual store clerks will understand VHQ’s brand 
strategy and how they must contribute to its 
success. 
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Today, and into the future, VHQ Entertainment 
stands for three key consumer concepts: 


e We are a local, community-involved, service- 
oriented destination for all entertainment choices, 
offering product depth and diversity and great 
value 


We are a forward-thinking, dynamic company 
dedicated to pursuing new technologies for the 
delivery of entertainment 


e We have set out to become an online provider of 
everything entertainment, including online 
ordering of titles and full broadband streaming of 
movies and music downloads. 


As re-branding efforts are undertaken in existing 
VHQ branded stores, it is essential to build upon 
existing customer goodwill.To avoid the appearance 
of a take-over, the transition to VHQ will therefore 
be gradual. Under a new slogan (“Video 
Headquarters is becoming VHQ. Same Great People. 
Even More Entertainment. Look for changes soon.”), 
VHQ will roll out a new logo and look in phases, 
starting with movie boxes, bags and in-store signage. 


Throughout this transition, we will respect, build 
upon, and profit from our extremely strong 
connection with home entertainment consumers 
and the communities they live in. VHQ will offer 
entertainment-buying experiences that meet those 
consumers’ interests, and we will continue to 
contribute actively to the health of the communities 
in which VHQ does business. 


-[]- 
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ae The key to our prosperity lives in the hearts, minds and 
imaginations of our customers. To be a VHQ customer 
is to revel inthe adventure, delight and inspiration 
of the movies. To be a VHQ CUSTOMER is, from the comfort of 
Ones Own home, tokKnOW |1ie aS SOMe can 
Only Cream it. 


he past year has been a time of unmatched 

success for VHQ.At the close of fiscal 2000, 

our stores were enjoying annual revenue 
growth of 18 percent - an impressive number made 
all the more significant when compared to an 
industry average of only seven percent. 


A sizeable portion of this growth can be directly 
attributed to revenues generated by VHQ’s core 
product line - movies (in both VHS and DVD 
formats) for rental and sale.This one segment of our 
business is part of a core product offering that 
generates close to 60 percent of the overall revenue 
of the movie industry in North America as a whole, 
and is therefore the largest studio revenue source - 
exceeding combined revenues from theatrical 
release, satellite, and pay-per-view. 


Today, we have become a fast-growing player in an 
industry that generated over US $31 billion in 
revenue in North America during 1999.This figure 
includes over US $12 billion in music sales and US 
$17 billion in video revenue in the United States, 
and another US $2 billion in video revenue in 
Canada. 


The average consumer sees home video 
entertainment as an offshoot of the movie industry 
- a by-product of sorts. Within the industry however, 
professionals recognize that videos have grown, 
since their introduction in 1976, to become the very 
core of the movie industry. While great attention is 
still directed to movies as they debut in theatres, the 
fact is almost all movies depend upon the home 
movie rental and sales market in order to turn a 
profit. 


The fundamental business fact is that because of its 
central role in movie studios’ profitability, the video 
retail industry and successful, growing retailers like 
VHQ command great respect within the 
entertainment industry.As consumers demand more 
and more entertainment products, studios are 
releasing as many as ten new movies a week. 
Recognizing the public’s appetite for movies at 
home, many of those titles bypass theatres entirely 
and are released directly to the video retail market. 


Until recently, retailers had to buy movie videos (at 
prices of $70 to $90 per copy) from video and 
home entertainment distributors. Major retailers are 
now able to enter into revenue-sharing agreements 
with studios directly, so that initial purchase costs 
can be virtually eliminated, and inventory risks can 
be shared with the studios. In fiscal 2000, VHQ 
reached the necessary critical mass, industry 
reputation, and studio recognition that enabled us 
to enter into direct revenue-sharing contracts with 
the major studios, thereby allowing a competitive 
advantage over other retailers, small chains and 


(U.S. figures 
in millions) 
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Studio Film Revenue by Media, 1999 


independents. Such agreements will take effect in 
November 2000 and will allow VHQ to stock 
dramatically more copies of major hit movies with 
minimal up-front cost. 


Currently, home entertainment retailers are 
profiting from the rapid adoption of DVD. Over the 
course of fiscal 2000, VHQ continued our 
commitment to being an industry leader in the 
provision of DVD rental and resale merchandise. 
Customer response has been enthusiastic, and our 
commitment to the DVD format has paid off. The 
DVD player, in fact, recently surpassed the VCR as 
the number one fastest growing home consumer 
electronic of all time. 


In the future, we foresee that DVD, the Internet and 
broadband delivery of streaming multi-media 
content will offer great opportunity for our 
company. VHQ and has established E-Trend 
Networks, Inc. to lead our development of 
integrated online portals and technology alliances 
for broadband delivery of entertainment to the 
home. 


Movie sales and rentals continue to increase steadily. 
VHQ is well positioned to take advantage of this 
growth at the retail level, and online through our 
subsidiary, E-Trend Networks’ popular web sites - 
EntertainMe.com, VHQMusic.com, VHQGames.com 
and VHQMovies.com. 


Additionally, VHQ continually pursues aggressive 
internal growth strategies and evaluates 
opportunities to further diversify operations. In an 
effort to realize our goal of becoming a customer- 
oriented, first-choice “entertainment destination” in 
each of our markets, and therefore generate 
additional revenue streams, we continue to further 
diversify our core product offering to include ever- 
popular movie studio products and memorabilia, 
music and gaming related merchandise. 


Ce 
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Arelentless desire to achieve. The passion to face challenges 
head-on. Consistently, these qualities have been the key 
Success factors of our game plan. For this reason, we in 
turn applaud our customers, whose SENSE OF ADVENTURE 


drives them daily to get in the game, to take risks, and to always 
Play to win. 


VWHQ 


age 


o complement our continuing effort to realize 

our goal of becoming “the entertainment 

destination” in each of VHQ’s communities, 
during fiscal 2000 we further solidified our 
commitment to diversifying our core product 
offering with the inclusion of video games, video 
game consoles, gaming accessories and video 
gaming books. 


As part of VHQ’s growth and diversification strategy 
for fiscal 2001, we will remain our customers’ 
access point for all of the entertainment software 
they need (be it movies, music or games), regardless 
of their tastes in content or the hardware they own. 
As we move towards re-branding our stores to - 
VHQ: Where Entertainment Begins™ - current and 
potential customers, and notably gaming customers, 
will look to us as their premier source for all of 
their converging entertainment needs and interests. 


Over the coming year, new hardware (such as 
Sony’s PlayStation2®), will play not only DVD and 
CD-based games, but movies and other digital 
software (such as music CDs), be reverse 
compatible with older CD version software, and 
access the Internet for truly interactive gaming and 
e-commerce buying experiences. PlayStation2°® is 
just one example of converging technology and 
new entertainment devices that will drive immense 
consumer demand.As consumers acquire devices 
that play music, games, movies, and other software, 
they will be attracted to stores where they can find 
not only all the software platforms (DVD, VHS, CD, 
PlayStation®, Nintendo®, etc.), but also the most up- 
to-date selection of titles available at retail. VHQ will 
be there to meet those demands. 


Today, electronic or computer-based games fall into 
four major categories: Personal computer (PC) 
games; console or ‘Next Generation’ games; hand- 
held games; and online games accessed via the 
Internet.At the end of 1998, Ziff Davis identified 
over 38 million American households, or 
approximately 63 million people, that were actively 
gaming.A small group of core gamers 
(approximately four million computer gamers and 
4.5 million video gamers) is responsible for over 60 
percent of total industry sales. Their advice and 
expertise strongly influences the gaming target 
market. 


For video game and entertainment retailers in 
general, young adults undoubtedly represent a 
primary market, a future market (for companies that 
can establish brand loyalty) and a group of market 
influencers who persuade their parents to buy 
certain products and services. 


Game 
Growth 


Computer & Video 
Game Unit Sales 


(U.S. figures) 


1995 1996 1997 1998 1999 


Computer and Video Game Unit Sales Growth, 95-99 


As we enter a new century, however, a new trend is 
developing in electronic gaming. Once considered 
to be simply the domain of children, teens, and 
young adults, gaming is now moving into older 
demographic groups, as the generation that grew 
up with electronic games ages. We are now finding 
multi-generation game buyers, as parents in their 
late twenties or early thirties buy a game to suit 
their own tastes, but also bring along their young 
children who buy or rent games for their age 


_category.This creates a new market strength, giving 


electronic games a demographic that more closely 
replicates that of movies, which appeal to a wide 
spectrum of ages and tastes. 


As we move into the new millennium, a number of 
important high technology shifts loom on the 
horizon.The first, and perhaps the most obvious, is 
the continual evolution of the power of the 
microprocessor and its sister sectors, multimedia 
software development and telecommunications. 
These developments continuously add to the 
richness of the consumer’s entertainment 
experience. 


With the unsurpassed popularity of electronic 
entertainment products like PlayStation2", it is clear 
that the home video game industry will be a leader 
in the future of networked digital entertainment. In 
the year 2000 and beyond, the combination of 
breathtaking digital graphics, superb sound and 
DVD video will open the doors to a new computer 
entertainment experience in the home, 
unquestionably generating significant returns for 
home entertainment retailers as a result. 


Today, the video game industry has become a more 
strategic, more lucrative and more international 
business than many thought possible. In the new 
millennium, and a new era of entertainment, VHQ is 
proud to continue to lead the way. 


Se 
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To us, the Sweetest sound in the world is the 
exclamation of jo y — a sound that rings out in the 
| aisles of our stores when a customer has found 
| to. add to an ever-growing music collection. 
| To our customers, the sweetest sounds are the ones they take 
away from our stores — the sounds that move them 
TO Sifid. [0 dance [0 2 2:2. 
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employ our Rocky Mountain House, Alberta 

store as a test-site for the sale of VHQ’s uniquely 
branded “VHQ Music”. It is with great pleasure that 
we can announce this test-market was a resounding 
success. So successful in fact, that currently we have 
implemented VHQ Music departments into 16 
stores in our retail chain. 


I: last year’s annual report, we shared plans to 


Our VHQ Music departments feature a wide 
selection of top-selling CD music titles and movie 
soundtracks to complement our customers’ new 
release and classic movie favourites. Worthy of note, 
VHQ Music has benefited from a momentous 
competitive advantage in our small and rural 
markets, where fairly priced, billboard-topping 
music titles were previously difficult for customers 
to find. 


The music industry itself, as a form of home 
entertainment, has enjoyed vast success over the 
past few years. At the end of 1999, for example, The 
Recording Industry Association of America reported 
the overall dollar value of the North American music 
industry to be US $14.6 billion, with CD sales 
hitting a record-breaking $12.8 billion. Sales in the 
year 2000 are on track to match this impressive 
level. North America represents the greatest music 
market, followed closely by Europe. Japan falls into 
third place with approximately 50 percent of the 
volume of European sales, Worldwide music sales 
total over US $38 billion annually. 


International retail prices vary greatly, but Canada’s 
prices are lowest, according to the Music Economy 
Basic Information Service.A CD that costs US $14 in 
Canada would cost $16 in the U.S., $21 in Germany 
and $25 in Japan and the U.K.This gives VHQ, as a 
Canada-based retailer, a distinct price advantage. 


Although product diversification is a key driver of 
the VHQ strategy, the opportunities presented by 
technology convergence played a large part in our 
decision to add CD music sales to both VHQ’s 
online and retail stores. Currently, this digital form 
of recorded music can be played on DVD movie 
players, which allows us to up-sell music to the 
traditional movie buyer, who is our core customer. 
At the same time, consumers who are used to the 
advantages of the CD format were the early 
adopters of movies on DVD, so it is a very important 
market to both capture and cater to. CDs can also 
be played on PlayStation® game consoles.The new 
PlayStation2® game platform allows VHQ to sell 
software to gamers throughout their consumer life 
cycle...creating customers for life, as it were. 


(U.S. figures) 
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The Overall Size of the U.S Recording Industry, 


Total Dollar Value Based on Manufacturers’ Suggested List Price. 95-99 


As the digital format becomes further developed 
throughout the consumer hardware market, 
convergence will accelerate, and further benefit 
VHQ, as consumers will have access to more digital 
software. Current experience is showing the DVD 
customer is now also a CD customer and the gamer 
is now buying more CDs. As this process accelerates, 
we envision a dramatic increase in the number of 
customers who begin to shop in all departments of 
VHQ stores, instead of simply renting or purchasing 


. a VHS movie and leaving. 


We also strongly believe an enormous opportunity 
exists in creating a customized CD business, both 
online and in-store. By allowing customers to pick 
and choose their own favorites on one CD, we 
believe we can not only compete with music 
downloads that are currently available on the 
Internet, but also capture a large percentage of the 
custom CD market.Another key component to this 
offering would be to allow the customer to 
customize his own CD graphics and to produce 
them complete with the music - thereby 
dramatically enhancing the appeal of the finished 
product over what can be created at home on a CD 
burner. 


Despite the maturity of the format, 
full-length CD unit shipments grew 
10.8% from 847 million in ’98 to 939 
million in "99. Full-length CD dollar 
value grew 12.3% from $11.4 billion 


in 98 to $12.8 billion in ’99. 


(Source: RIAA, Recording Industry Association of America, 


1999 Manufacturers’ Shipments and Value Report ) 
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We look toward the future of our business with an overwhelming 
sense of excitement. With the aid of new and emerging 
technologies, the days ahead offer innumerable 
opportunities to better serve our customers, to 
deliver ENTERTAINMENT in the formats and timeframes they 
demand, and above all, to provide the content that 
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Towards a Brighter Future 


A key strength of VHQ, now and for the future, is 
our outstanding base of customer and community 
support. Our stores are recognized as attractive, 
contributing members of each community in which 
we operate. VHQ will continue to participate 
actively in each community through event 
sponsorships, employee involvement, and corporate 
support for local initiatives. The VHQ brand enjoys 
considerable goodwill wherever we operate stores, 
and we recognize that this is a base upon which we 
can build long-term customer loyalty. This loyalty 
will also be an important competitive advantage as 
customers begin exploring new forms of home 
entertainment delivery. 


The Changing Customer Profile 


Just as the home entertainment industry is 
changing, so are our customers. Today, as digital and 
online technologies create new options for 
accessing and enjoying almost every form of 
entertainment imaginable, the sheer abundance of 
options available have altered, and expanded, the 
typical VHQ customer profile. No longer are 
industry divisions between media such as movies, 
music, and games a defining factor in the tastes of 
individual customer demographic groups. In fiscal 
2000, we found that just as the lines between 
various forms of entertainment content and delivery 
have become fuzzy, so have typical customer 
profiles. Consumers are technologically savvy, 
armed with disposable incomes dedicated solely to 
making personal entertainment choices, and due to 
the availability of multi-media digital platforms, will 
soon be able to play a variety of entertainment 
products on a single device. Only slightly further 
into the future, broadband connectivity will further 
enhance customers’ available entertainment 
choices, making it possible deliver the consumer’s 
selection of content directly to the home. 


Becoming The One-Stop Entertainment 
Destination of the Future 


VHQ has a unique, integrated approach to home 
entertainment retail. We provide the integrated 
online and in-store experiences that consumers 
want, along with seamless access to the world of 
movies, music, and games. 


Following a year of strategic planning for the future, 
VHQ is in a position to effectively respond and 
cater to our changing customer demographic by 
blending online and in-store retailing operations 


Some $400 million worth of movies, 
both VHS and DVD, were sold online 
in 1999, representing about 4.3% of 
total consumer purchase spending 
on film sales. 


(Source: The VSDA, 


while offering for sale the entertainment hardware 
and software that meets the needs of customers 
seeking converged entertainment platforms. We 
have the opportunity to position VHQ as the home 
entertainment destination for consumers, and to 
gradually migrate to new delivery methods as 
consumers undertake similar migrations in the same 
direction. 


In a complex world offering multiple home 


. entertainment options, many consumers will prefer 


to deal with a single content aggregator, a “one stop 
shop.” Our business strategy is in step with these 
consumers’ interests. 


Our strategy is to extend our strong relations with 
current retail customers and our growing database 
of online customers to create customized retail 
experiences for consumers of home entertainment. 
We expect to complete in excess of 2,000,000 store 
sales transactions during fiscal 2001, building a 
valuable customer database. Our dual interests in 
customer relations and information technology give 
VHQ a strong foundation for an effective Customer 
Relations Management program. 


While online retailing shows tremendous promise, 
consumers have demonstrated a strong preference 
for shopping experiences that provide “touch and 
feel.” They want to walk through a collection of 
entertainment options, browsing in the natural 
sense of seeing many options at a glance. VHQ is 
therefore developing an online store experience 
that closely emulates that of our vibrant and 
successful physical stores. 


The Ideal Online Climate 


While smaller retailers tend to see the Internet and 
downloading of videos to computers as a threat, 
fiscal 2000 was a time for VHQ to reaffirm our belief 
in the Internet as a natural technological evolution 
and business opportunity. 
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(Source: 1999 Consumer Survey Video Store Magazine) 


Our research suggests that home entertainment 
consumers will gradually gravitate from retail stores 
(‘bricks’) to online stores (‘clicks’).This will not be 
an abrupt shift.As with previous evolutions in 
technology, the new delivery methods will not 
totally replace the existing retail store operations. 
Many consumers will continue to prefer to get out 
of the house, browse a physical display of 
entertainment options and combine the outing 
with other social events or daily chores. We agree 
with industry leaders who project that for many 
years to come, a hybrid of physical stores and 
online options will be best suited to the market. In 
fact, many individual consumers are expected to 
use both traditional and online outlets, depending 
on their circumstances and personal preferences at 
any given moment. 


There is therefore tremendous opportunity for VHQ 
to attract and retain these consumers through co- 
branded retail stores and online operations. 
Customers in the stores will be directed to VHQ’s 
web sites through a variety of displays, promotional 
offers, and in-store teasers. Those who are reluctant 
to try the online experience will become less so 
through their familiarity with, and comfort with, the 
VHQ brand. 


This is also true of the customer service experience. 
Customers who buy an item online will have the 
option of returning/exchanging that item at a 
physical store. Returns have become the bane of 
many purely online retailers. By encouraging 
consumers to take any returns to our physical 
stores, we will increase our company’s potential for 
up-selling and re-selling. 


The history of entertainment retail dictates that 
new technologies will continue to add new 
channels to the consumer’s options.The Internet 
channel is simply the latest of those options. VHQ’s 
plan will smoothly integrate this channel with our 
existing in-store retail channel.As noted in a recent 


summary of such bricks-and-clicks integration in 
Harvard Business Review, “Rather than cannibalize 
each other, the two channels promote each other, 
creating a virtuous circle.” 


Bringing the Online 
Experience In-Store 


As an early step in our overall strategy of integrating 
“bricks and clicks, we will install interactive kiosks | 
in VHQ stores. These kiosks will give consumers | 
direct access to VHQ web sites, allowing them to 
browse a broader catalogue of products than can be 
offered in the physical stores. The kiosks will 
brighten the store experience by offering the web’s 
full range of streaming media such as clips, 
interviews with stars, reviews of new releases, and 
so on. This will enhance the customer’s in-store 
experience and generate up-selling of products 
beyond those that the consumer had initially been 
seeking. 


Finally, the in-store kiosks will increase customer 
awareness of and comfort with VHQ’s online ) 
presence, especially among the market segment that | 
is reluctant to explore the web. 


The Online Experience: Another 
Frontier in Customer Retention 
and Growth 


VHQ’s Internet subsidiary, E-Trend Networks, Inc., 
has created major online entertainment portals at 
EntertainMe.com, MovieSource.com, 
VHQMusic.com, VHQMovies.com, and 
VHQGames.com.These portals offer over 100,000 
movies, 1,000,000 music titles, video games and | 
other entertainment products to shoppers 

worldwide. E-Trend’s web sites use proprietary and 

state-of-the art technologies, including both Net 

Perceptions’ ® real-time recommendation and 

personalization technology, and contact’s® 

revolutionary online chat based sales assistance. 


Through E-Trend, VHQ has been and will continue 
to be a leader in online home entertainment 
marketing. E-Trend has created one of the most 
comprehensive e-commerce vertical entertainment 
portals (or “vortals”) in the world. E-Trend uses 
advanced real time recommendation engines and 
exclusive real-time online customer support to 
create a positive retail environment for consumers. 


E-Trend’s advantages include a diverse home 
entertainment product line, competitive pricing, 
exclusive online software licenses and a vast 
network of strategic alliances. 
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In keeping with VHQ’s goal of becoming an 
integrated content aggregator, E-Trend consolidates 
content from independent online content providers 
in order to offer a rich online experience, including 
entertainment news, reviews, interviews, streaming 
media, venue and ticket information for live events, 
event ticketing, TV listings and “all things 
entertainment.” 


www.VHQ.ca 


Video Headquarters is becoming VHO 


Same great people. Even more entertainment! 


*VHO eNowsletter 


new this week 


buy now! buy now! buy now! —preorternow! —_ preorder now! 


P10 CDs 
Great Music Selections! 
ee eee and cessettes 


Groat Games Selections! 
beet ind have one of the best selections of games in ai 
Visit our stores or buy ontine from VHQMusic.com 


Ee 8 


Bilvacy Polloy | Terms & Conditions 
€2000 Video Headquarters inc 


Gz 


The World of Entertainment @ Your 
Fingertips™ 


VHQ recognizes that broadband delivery of video- 
on-demand (V-O-D) will become a feasible 
technology in the next 3-5 years. Over that period, 
the industry will also be exploring the most 
appropriate retail models for the new V-O-D 
technology. VHQ is well positioned for the 
introduction of V-O-D, through its early strategic 
development of E-Trend. 


As a trusted provider of home entertainment, VHQ 
will be able to offer consumers this new technology 
with a familiar face. Through software such as IBM’s 
VideoCharger™, VHQ will deliver streaming 
broadband entertainment directly to homes. 


Software for Video-on-Demand 
Retailing 


Video-on-demand is a more convenient form of pay- 
per-view video. True video-on-demand allows 
consumers to choose exactly when they wish to 
view a movie, then have that entertainment 
delivered instantly to their television (or computer 
screen). The deployment of V-O-D has been delayed 


y 
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by the technology infrastructure.As noted earlier, 
suppliers need to invest in sophisticated head-end 
systems capable of feeding multiple streams of 
content simultaneously, and suppliers or consumers 
need to invest in interactive cable connections in 
subscribers’ homes. These limitations will gradually 
be overcome. 


Planning For Tomorrow Today 


The cornerstone of the VHQ strategy is a seamless 
integration of emerging technology with the 
interests of entertainment consumers. Today, 
consumers looking for pre-planned or spontaneous 
home entertainment look first to their community 
video retailer. VHQ will leverage that first- 
consideration status to offer consumers an 
engaging variety of entertainment (movies, music, 
games, news, and merchandise) in all popular 
formats and technologies. Through our growing 
chain of stores and shared infrastructure, VHQ will 
also build consumer awareness of, and affinity for, 
our online services. Further, as broadband streaming 
media becomes commonplace, VHQ will offer 
online retail experiences that closely replicate the 
best aspects of live entertainment shopping, 
including a 3D virtual-store interface. 


We believe this dual positioning is essential to long- 
term success, as it mitigates the risk of loss of 
business due to advancing technology by instead 
embracing technology and carrying VHQ’s 
customer base along into the future. This strategy 
will involve a careful migration of customers to 
future forms of content delivery. 
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some $4 million DVD players were bought in their first 18 months on the 
market. By the end of 2000, sales are expected to reach 10-12 million players, 
not including DVD-ROM equipped PCs or videogame systems that will also 


play DVDs. 


(Source: Adams Media Research) 


Introduction 


This Management Discussion and Analysis (MD&A) 
focuses on key statistics from the consolidated 
financial statements of the Corporation for the fiscal 
year ended May 31, 2000 and pertains to known 
risks and uncertainties relating to our businesses. 
This MD&A should not be considered all-inclusive, 
as it excludes changes that may occur in general 
economic, political and environmental conditions. 
This MD&A of the financial condition and results of 
operations for the year ended May 31, 2000 should 
be read in conjunction with the consolidated 
financial statements and related notes. 


The Corporation focused on expansion through 
internal growth and acquisitions during its fiscal 
year 2000. During this period, the Corporation 
opened an additional 7 video and home 
entertainment retail stores across Alberta and the 
Northwest Territories and acquired 13 additional 
stores in the Calgary, Alberta and Saskatoon, 
Saskatchewan markets. The Corporation intends to 
continue its expansion plans during fiscal 2001 and 
it is anticipated that these efforts will include the 
further expansion of the Corporation throughout 
Alberta, and into other markets, including British 


Columbia, Saskatchewan and the Northwest 
Territories. The Corporation is also currently 
identifying opportunities and the associated risks of 
expansion into Eastern Canada and north central 
and west central USA. Additionally, the Corporation 
has focused its efforts on (i) diversifying in store 
revenue streams and decreasing the Corporation’s 
reliance on sales generated from video rental Gi) 
mitigating the risks of technology arising from the 
evolution of the Internet as a competitive channel 
of sales and distribution Gii) developing a brand 
identity under the name VHQ, and (iv) broadening 
the in-store product mix to allow the Corporation 
to position its stores as home entertainment stores 
rather than video stores. 


Results of Operations 
Revenues 


The Corporation experienced a substantial increase 
in revenues for the year ended May 31, 2000 
compared to the same period in the previous fiscal 
year. Revenues increased to $12.9 million, an 
increase of 151 percent over the fiscal 1999 results 
of $5.1 million.The increase is due to a total of 34 
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(Source: 1999 Consumer Survey Video Store Magazine) 


operating stores as at May 31, 2000 compared to 14 
operating stores as at May 31, 1999. It should be 
noted that many of the stores added during fiscal 
2000 were added in the third and fourth quarters of 
the year, including the Star Vision Enterprises Inc. 
(“Star Vision”) acquisition in Saskatoon and several 
new high traffic locations in the City of Calgary. 
Accordingly, many of the new stores’ revenues were 
not present for the entire fiscal period and thus 
recorded revenues are not indicative of actual 
annualized revenues likely to be achieved by the 
current number of operating stores. Additionally, 
typical new store openings require 12-18 months 
to reach a mature revenue stream. Because many of 
the Corporation’s stores are new, management 
expects recorded revenues to increase as these 
stores approach a more mature retail presence in 
their respective markets. 


Direct Costs 


As a result of the strong sales and retail storefront 
growth of the Corporation, direct costs increased to 
$8.9 million for year ended May 31, 2000, up from 
$2.8 million in the previous fiscal year. Over the 
course of the period when the Corporation added 
stores, there were associated direct costs in 
connection with the revenues resulting therefrom. 
Management expects that such costs will continue 
to increase as the Corporation increases its 
revenues through its planned expansion. Direct 
costs will also continue to increase as the stores 
transition to complete home entertainment stores. 


Operating Margins 


Operating margins of the Corporation decreased to 
31 percent of sales for the year ended May 31, 2000 
versus 46 percent in the previous fiscal year. There 
were three primary factors that contributed to the 
decrease: (i) payments to a limited partnership 
pursuant to a revenue sharing agreement, (ii) an 
increase in music sales which has a lower margin 


than video rental, and (iii) expenses incurred in 
connection with implementing a central head office 
technology solution providing real-time transaction 
reporting of all stores to head office. Management 
believes certain operating benefits and increased 
operating margins in fiscal 2001 will be realized due 
to economies of scale, diversified in-store revenue 
streams, maturing revenue streams and higher 
operating margins associated with greater volumes 
of sales in connection with newly added in-store 
product lines. The addition of product lines further 
diversifies the revenue streams achieved by the 
Corporation and decreases the Corporation’s 
reliance on sales generated from video rental. The 
Corporation intends to focus on increasing same 
stores sales by diversifying product lines which 
should increase the number and size of transactions 
per store. 


General and Administrative Expenses 


General and administrative expenses include, 
among other items, administrative wages and 
benefits, advertising and promotion, bank charges, 
business taxes and licenses, consulting, equipment 
rental, office expenses, professional fees, travel and 
entertainment, public company fees, head office 
rent, head office telephone and utilities, shop 
supplies and repairs, and insurance. 


General and administrative expenses increased to 
$1.8 million for the year ended May 31, 2000 
compared to $1.0 million in the same period in the 
previous fiscal year, an increase of 82 percent. 
Expenses rose in connection with the retainer of 
additional administrative personnel and managers to 
accommodate the Corporation’s growth, as well as 
from professional fees incurred in connection with 
corporate acquisitions of new stores and private 
placements completed by the Corporation to 
finance growth. More importantly, however, general 
and administrative expenses as a percentage of 
revenue was 14 percent for the year ended May 31, 
2000 compared to 19 percent for the previous fiscal 
year, a decrease of 5 percent. The Corporation has 
begun to realize the benefits of economies of scale 
as a result of the General and Administrative costs in 
relation to the revenues generated from a much 
larger number of operating stores. 


Also included in general and administrative 
expenses are $423,553 of costs related to the 
development of an e-commerce Internet subsidiary 
E-Trend Networks, Inc.,a Nevada corporation, 
formed to engage in the sale and distribution of 
movies, games and music. These costs will not be 
included in the Company’s general and 
administrative expense in the future, because E- 
Trend is being accounted for on an equity basis. 
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Amortization 


Reflecting the Corporation’s significant growth over 
the last twelve months, amortization increased 2.2 
times over fiscal 1999 levels. This compares to 
revenue that increased 2.5 times in the same period. 
As a part of expanding new store openings, and in- 
store copy depth programs to ensure competitive 
levels of rental inventory, the Corporation 
continued its investment in capital assets primarily 
comprised of new store builds, store acquisitions, 
new movies and games. The Corporation continues 
to amortize the movies and video game inventory 
over two years on a straight-line basis. Amortization 
in relation to revenue is expected to decrease in 
fiscal 2001 as the Corporation moves from the 
purchase of capital assets to a greater number of 
transactions involving rental revenue sharing of 
product that typically involves substantially reduced 
upfront capital expense. 


Interest on Long-term Debt 


The increase for the year ended May 31, 2000 to 
$151,498 compared to $8,886 in the previous fiscal 
year is due to the increase in short-term notes and 
long-term debt to finance expansion. All of the 
short term notes associated with the acquisitions of 
both Safiqa Holdings Ltd. (“Safiqa”) and Star Vision 
were paid in full and discharged during the course 
of fiscal 2000. 


Other Items 


In December of 1999, the Corporation completed 
an agreement whereby it sold certain capital assets 
for net proceeds of $4.0 million resulting in a gain 
of $1.3 million. The funds were raised through the 
disposition of rental movies and games in Integrated 
Retail Corp.,a subsidiary of the Corporation, to 
Video Limited Partnership. The partnership in turn 
engaged Video Headquarters to manage the 
distribution and rental of such rental inventory 
comprised of movies and games, and the parties 
agreed to split the revenues generated from these 
capital assets. The Corporation has an option 
exercisable on demand at any time after June 30, 
2001 to reacquire these capital assets. 


The Corporation has also realized a non-cash gain of 
$2.5 million as a result of two equity offerings in 
the Corporation’s subsidiary E-Irend Networks, Inc. 
that have decreased the Corporation’s equity 
interest to 45.18% as at May 31, 2000. 


Income Taxes 


A future income tax expense of $1.5 million has 
been reflected for the year ended May 31, 2000 
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versus $0.2 million in the prior fiscal year. The > 
future income taxes arise based on differences = 
between the financial reporting and tax bases of a 
assets and liabilities. = 
Net Income eS 
Net income increased to $2.1 million for the period 3 
ended May 31, 2000 compared to $0.2 million for = 
, the same period in the prior year. The increase in = 
net income is due to the increased number of = 
stores, gain on disposal of assets to the limited < 
partnership and a gain on dilution of the o 
Corporation’s equity interest in E-Trend Networks, 0 
Inc. Given the nature of the Corporation’s = 
expansion, financial results will continue to benefit = 
from direct revenue sharing agreements, economies © 
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of scale and store revenues will generally continue 
to improve as stores mature and additional product 
lines are added to the retail mix in each respective 
market. 


Liquidity and Capital Resources 


Operating Line of Credit 


The Corporation has secured operating lines of 
credit totaling $550,000 as at May 31, 2000. At May 
31,2000 none of this line had been drawn. 
Management believes that the current operating 
line is insufficient to meet the future credit needs of 
the Corporation as it continues to grow. The 
Corporation will endeavor to secure a greater credit 
facility on terms acceptable to the Corporation, 
including terms that may provide for capital 
facilities to open new stores. Given the current 
strength of the Corporation’s balance sheet, 
management believes it is in the shareholders’ best 
interest to finance some of the Corporation’s 
expansion strategy with debt. Subsequent to the 
Corporation’s fiscal 2000 year-end, the Corporation 
secured new operating lines of credit totaling 

$1 million. 
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295% 


(Source: 1999 Consumer Survey, Video Store Magazine) 
Funds Provided by Operations 


The operations of the Corporation provided funds 
of $2.1 million for the year ended May 31, 2000 
versus $1.3 million for the same period in the prior 
fiscal year, an increase of 54 percent.The major 
contributing factor for the increase was the growth 
in the number of stores operating and the relatively 
quick maturation of revenue streams from such 
stores. Management expects increases in funds 
provided by operations to continue into fiscal 2001 
as the Corporation continues its expansion and the 
operating stores mature their respective revenue 
streams, benefiting in part from the Corporation’s 
efforts to diversify in-store revenues from additional 
product lines. 


Funds Provided from Financing 


In the 12 months ended May 31, 2000, the 
Corporation received net proceeds of $509,596 
from the issuance of share capital including the 
exercise of stock options and warrants. 


Funds Used for Investing 


In the 12 months ended May 31, 2000, the 
Corporation expended $5.0 million on the purchase 
of capital assets, $5.7 million on acquisitions of 
operating stores from third part vendors that 
included (i) a cash component of $2.8 million, and 
(ii) shares issued with a deemed value of $2.9 
million. The Corporation believes that current levels 
of investment will continue in the foreseeable 
future as the Corporation continues to open new 
stores and competes in a market that has exhibited 
ever-increasing copy depth programs with respect 
to video rental product. 


The Corporation received net proceeds of $4.0 
million pursuant to a revenue sharing agreement 
with a limited partnership to fund the cash portion 
of such acquisitions. In addition, the Corporation 


realized $2.7 million from 2 successful private 
equity offerings in the Corporation’s subsidiary E- 
Trend Networks, Inc. 


The Corporation issued a note receivable due from 
Video Revenue Sharing Management Inc., the 
General Partner of the Video Limited Partnership for 
$925,000. The note bears interest at 15% per 
annum and is repayable in monthly instalments of 
$25,000. 


Liquidity 


At May 31, 2000, the Corporation has negative 
working capital of $0.6 million. This compares to 
May 31, 1999, when the company had negative 
working capital $0.2 million. 


Long-term Debt 


At May 31, 2000 long-term debt including current 
obligations totaled $296,920 compared to $312,224 
at May 31, 1999. The decrease is a result of 
principal repayments made during the year by the 
Corporation. 


Business Risks and Management 


The video rental industry is very competitive. The 
Corporation faces a number of competitors, 
including larger video retail chains and smaller 
independent video rental outlets. Competition 
exists mainly on a local basis, with main competitive 
factors being price, service and quality. Management 
continually reviews its competitors and analyzes 
upcoming industry trends.There can be no 
assurance, however, that the Corporation will be 
successful in addressing competitive threats or 
adequately assessing future industry trends. 


The entertainment business in Canada is 
characterized by a high degree of competition. The 
Corporation will face competition for consumers 
not only from other video rental outlets but also 
from alternative forms of entertainment such as 
movie theatres, television and live entertainment 
events. The Corporation may also face heightened 
competition from emerging forms of entertainment 
such as digital TV and entertainment available via 
the Internet. Management has addressed these 
concerns in its business plan and, accordingly, has 
participated in the formation of E-Trend Networks, 
Inc. to provide e-commerce sale and distribution of 
filmed entertainment, music titles and video games. 
There can be no assurance that the Corporation will 
be successful in its efforts to mitigate the effect of 
technology on its existing revenue streams. 


BOGE 


The Corporation has developed a business strategy 
targeting the secondary retail markets located in 
communities of approximately 10,000 people. The 
strength of the local economy in these types of 
communities typically depends upon the strength 
of a smaller number of key industries. If the major 
sustaining industry in one of these communities is 
negatively affected, the strength of the entire local 
economy will be negatively affected and the 
amount of disposable income of the residents in 
that particular community will decrease. 
Consequently, a store operated by the Corporation 
in that location may be negatively affected. 


The Corporation intends to further increase the 
number of stores that it operates.The start-up costs 
associated with establishing a new store are 
significant. The Corporation has calculated that it 
will cost approximately $200,000 to establish each 
new store location (and up to $275,000 for each full 
product mix VHQ Entertainment store) and such 
costs may increase as the Corporation introduces 
new concept retail stores in an effort to match 
competitor offerings. There is no assurance that the 
Corporation will be able to obtain adequate 
financing or adequate cash flows from operations to 
cover the projected start-up costs of establishing a 
new store location. 


In order to gain efficiencies generated by 
economies of scale, the Corporation must open a 
larger number of stores across a geographically 
dispersed area.The Corporation must rely initially 
upon outside sources of capital to finance start-up 
costs associated with the opening of new stores as 
current cash flows are not sufficient to fund new 
store openings in the numbers anticipated by the 
Corporation. In the event the Corporation is not 
successful in raising additional sources of capital to 
open new stores, the Corporation will not be able 
to achieve anticipated efficiencies or pricing 
structures, all of which could have a material 
adverse impact on operations and profitability. 


Outlook 


The Corporation looks toward fiscal 2001 with a 
positive outlook and is confident that it possesses 
the human and financial resources to take 
advantage of opportunities as they may arise. The 
Corporation will continue to seek strategic 
acquisitions that complement its existing businesses 
and overall corporate objectives. Additionally, the 
Corporation will continue to pursue an aggressive 
internal growth strategy and evaluate opportunities 
to diversify its operations and the revenues derived 
therefrom.The Corporation has resolved to 


(Source: 1999 Consumer Survey, Video Store Magazine) 


continue to diversify its revenue streams in an effort 
to mitigate any potential negative factors that may 
face the home video industry. Efforts in this 
direction include the Corporation’s (i) entry into 
the e-commerce sector, (ii) sale of video gaming 
accessories and books, Gii) increased sale of film 
related merchandise, (iv) sale of music, (v) transition 
from the Corporation’s current “video” centred 
brand to a more general “entertainment” brand 


_ focus, (vi) move to brand the Corporation’s stores as 


“VHQ - Where Entertainment Begins!” and 

(vii) Corporation’s intent to enter into direct rental 
revenue sharing deals with the major US film 
studios. The Corporation will continue its efforts to 
make its retail stores a destination for shoppers and 
in so doing, management believes risks associated 
with being a single source retailer are minimized. 
Management also has several initiatives underway to 
enhance the efficiencies and to streamline the 
operations of its businesses, and the Corporation 
will continue to focus on realizing opportunities to 
increase the profitability within all its operations. As 
the Corporation expands, it will continue to benefit 
from better supplier pricing and terms, as well as 
the advantages associated with certain economies 
of scale. Store revenue streams continue to improve 
and management believes this trend will continue 
beyond fiscal 2001. Management has also resolved 
to implement a resolution of shareholders passed at 
its last Annual General Shareholders meeting and 
proceed with a listing of the Corporation’s 
securities on the Toronto Stock Exchange. 
Contemporaneous to such listing, the Corporation 
also intends to examine the possible inter-listing of 
the Corporation’s securities on the American Stock 
Exchange. 
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Our equation for financial success is simple: 


Priven enthusiast le + Strategic 
business development = focused, profitable growth. 
Add our VISION f JRE, and its easy to see why year 


after year, the financial news proclaims loud and clear, 
“VHO Reports Another Year of 
Revenue.” 


WHQ 


ee 


Financial Statements 


Management's Responsibility 
for Financial Reporting 


The accompanying consolidated financial statements and information included in this Annual Report have been 
prepared by the management of the Corporation who are responsible for the consistency, integrity and objectivity 
of such statements. The Corporation maintains appropriate systems of internal control, policies and procedures to 
ensure that its reporting practices, accounting and administrative procedures are efficient and of high quality, 
consistent and of reasonable cost. 


The consolidated financial statements have been examined by Ernst and Young LLP, independent chartered 
accountants. The external auditors responsibility is to express a professional opinion on the fairness of management s 
consolidated financial statements. The Auditors Report outlines the scope of their examination and sets forth their 
opinion. 


The consolidated financial statements have been reviewed and approved by the Board of Directors. 


a A Ve 
ae Johnson 


Trevor M. Hillman 
President & Chief Executive Officer Executive Vice President 
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To the Shareholders of 
Video Headquarters Inc. 


We have audited the consolidated balance sheets of Video Headquarters Inc. as at May 31, 2000 and 1999 and the 
consolidated statements of earnings and retained earnings (deficit) and cash flows for the twelve month period 
ended May 31, 2000 and the thirteen month period ended May 31, 1999. These financial statements are the 
responsibility of the Corporations management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 


We conducted our audits in accordance with auditing standards generally accepted in Canada. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of 
the Corporation as at May 31, 2000 and 1999 and the results of its operations and cash flows for the twelve month 
period ended May’31, 2000 and the thirteen month period ended May 31, 1999 in accordance with accounting 
principles generally accepted in Canada. 


Erm wae Pg Lp 
Calgary, Canada 


July 31, 2000 Chartered Accountants 
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Video Headquarters Inc. 


Consolidated Balance Sheets 


As at 
May 31, May 31, 
2000 1999 
$ 
ASSETS [note 8] 
Current 
Cash 169,404 229,504 
Accounts receivable 354,747 9,744 
Inventory 789,971 214,138 
Note receivable [note 6] 884,009 = 
Prepaid expenses and deposits 201,553 91,798 
2,399,684 545,184 
Investment [note 4] 1,886,851 = 
Capital assets [note 5] 6,827,334 3,384,822 
Goodwill net of amortization of $249,399 (1999 - $4,196) 04 
O 1 @ 
LIABILITIES AND SHAREHOLDERS EQUITY 
Current 
Accounts payable and accrued liabilities 2,860,675 620,797 
Current portion of lease inducement [note 13] 25,212 17,304 
Current portion of long-term debt [note 8] 62,924 89.80 
90 
Deferred lease inducement [note 13] 108,684 75,407 
Long-term debt [note 8] 233,996 222,422 
Due to related company [note 12] 361,331 = 
Future income taxes [note 10] 2,465,000 90,000 
Commitments [note 13] 
Shareholders equity 
Share capital [note 9] 2,664,170 


6,087,766 
Retained earnings : 


408 


See accompanying notes 


Approved on behalf of the Board: oo 


. 7 ‘ 
Trevor M. Hillman Gregg C. Johnson 


Director Director 
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Video Headquarters Inc. 


Consolidated Statement of Earnings 
and Retained Earnings (deficit) 


For the For the 
twelve month thirteen month 
period ended period ended 

May 31, May 31, 

2000 1999 
$ $ 


Revenue 12,884,853 D137 16F 
Direct costs 8,850,045 2,/97,589 
Gross margin 2,339,578 
Expenses 
General and administrative 1,808,320 989,047 
Amortization 2,067,683 954,829 
Interest on long-term debt 151,498 8,886 
1,952,762 
Income before the following: 7,307 386,816 
Gain on disposal of assets [note 3] 1,297,049 — 
Gain on dilution of investment [note 4] 2,452,188 — 
Non-controlling interest 114,572 — 
Equity loss of investment [note 4] 268,249 — 
Income before income tax 3,602,867 386,816 
Future income taxes [note 10] 1,500,000 198,000 
- Net income for the period 2,102,867 188,816 
Adjustment for change in accounting policy 25,000 
38,408 


Retained earnings (deficit), beginning of the period 175,408 
Retained earnings, end of the period 2,278,275 175,408 


Earnings per share [note 11] 0.03 


See accompanying notes 
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Video Headquarters Inc. 


For the For the 
twelve month thirteen month 
period ended period ended 

May 31, May 31, 

2000 1999 
$ $ 

CASH WAS PROVIDED BY (USED FOR): 
Operating activities 
Net income for the period 2,102,867 188,816 
Add (deduct) items not affecting cash: 
Amortization of capital assets 2,067,683 954,829 
Amortization of lease inducement (21,042) (12,080) 
Non-controlling interest (114,572) — 
Gain on dilution of investment (2,452,188) — 
Gain on disposal of assets (1,297,049) — 
Equity loss of investment 268,249 — 
Future income taxes 1,500,000 198,000 
Net change in non-cash components of working capital 1,185,679 81,771 

1,411,336 
Financing activities 
Proceeds from issue of share capital, net of issuance costs 509,596 759,977 
Proceeds from long-term debt 271,036 
Repayment of long-term debt (48,756) 
Lease inducements received 104,791 
Advance from related company — 

1,087,048 
Investing activities 
Acquisitions [note 2] (2,750,000) = 
Dilution of subsidiary 406,345 == 
Issuance of note receivable (925,000) — 
Repayment of note receivable 40,991 — 
Proceeds from disposal of capital assets [note 3] 4,000,000 — 
Purchase of capital assets 4,989,913 2,924,578 

2,924,578 
Decrease in cash for the period (60,100) (426,194) 
Cash, beginning of the period 229,504 655,698 
Cash, end of the period 229 504 
Cash interest paid ; 8,886 


Cash taxes paid 


See accompanying notes 


145,892 
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Video Headquarters Inc. 


May 31, 2000 and 1999 
1. SIGNIFICANT ACCOUNTING POLICIES 


The consolidated financial statements of the Corporation have been prepared in accordance with accounting 
principles generally accepted in Canada and include the accounts of the Corporation and its subsidiaries. Because 
a precise determination of many assets and liabilities is dependent upon future events, the preparation of financial 
statements for a period necessarily involves the use of estimates and approximations which have been made using 
careful judgment. The consolidated financial statements have, in management s opinion, been properly prepared 
within reasonable limits of materiality and within the framework of the accounting policies summarized below. 


Description of business 
The Corporation is incorporated under the Business Corporations Act (Alberta) and through its subsidiaries operate 
video rental and retail stores in Canada. 


Basis of consolidation 
These consolidated financial statements include the accounts of the Corporation and its subsidiaries; Integrated 
Retail Corp., Safiqa Holdings Ltd., Starvision Enterprises Inc., and 705556 Alberta Ltd. 


The excess of the acquisition costs of investment in subsidiaries over the Corporation s proportionate share of the 
underlying value of the net assets at the date of acquisition represents goodwill, and is amortized over periods not 
exceeding 10 years. The value of goodwill, and any impairment of that value, is assessed by reference to cash 
flows, operating income and estimation of fair value. 


The Corporation accounts for its investment in E-Trend Networks, Inc. ( E-Trend ) by the equity method of accounting. 
Inventory | 

Inventory, consisting of videos and games for resale and confectionery items, is valued at the lower of cost and net 
realizable value. 

Revenue recognition 

Revenues are generally recognized at the time of sale or rental. Rental revenue includes the rental of previously 


viewed video tapes, DVDs and previously played video games, and are for periods of less than five days. 


Advertising expenses 
Advertising costs are expensed as incurred. 


Capital assets 


Capital assets are recorded at cost. Amortization is provided using the following rates and methods to amortize the 
costs, net of any residual or salvage values, over their estimated useful lives: 


Canopies and signs — 20% straight line Computer hardware 30% declining balance 
Equipment and fixtures 10% declining balance Computer software 20% declining balance 


Videocassette machines : 30% declining oxelEealer-mg Leasehold improvements Over term of the lease 
; plus one renewal period 


Videocassette rental oe es 
movies and games | 50% straight line § Logo and jingle 3 years straight line 


i 


Wy Uniforms 2 years straight line 


/ 
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Future income taxes 
In accordance with the recommendation of the Canadian Institute of Chartered Accountants, the Corporation adopted 


the liability method of tax allocation in accounting for income taxes on a retroactive basis from September 5, 1997. 
The effect of adopting the new recommendations was to increase (decrease) future income tax liability, capital 
assets, share capital and retained earnings by $1,327,840, $760,960, $22,509 and ($16,217) respectively as at 
May 31, 2000 (1999 - ($6,292), $nil, $22,509 and $25,000 respectively), and to increase (decrease) future income 
tax expense and decrease (increase) net income by $598,172, $41,217 and ($25,000) for the periods ended May 
31, 2000, May 31, 1999 and April 30, 1998 respectively. 


Under the liability method, future tax assets and liabilities are determined based on differences between the financial 
reporting and tax bases of assets and liabilities, and measured using the substantially enacted tax rates and laws 
that will be in effect when the differences are expected to reverse. Prior to the adoption of the new recommendations, 
income tax expense was based on items of income and expense that were reported in different years in the 
financial statements and tax returns and measured at the tax rate in effect in the year the difference originated. 


Financial instruments 

Financial instruments of the Corporation consist mainly of cash, accounts receivable, note receivable, accounts 
payable and accrued liabilities, due to related company, and long-term debt. There are no significant differences 
between the carrying values of these amounts and their estimated market values. 


Stock option plan 

The Corporations stock option plan is described in note 9. Consideration paid by employees, consultants and 
directors on the exercise of stock options is credited to share capital. The Corporation does not record any amounts 
to compensation expense related to the granting or exercise of stock options. 


2. ACQUISITIONS 


During the period ended May 31, 2000, the Corporation acquired all of the issued and outstanding shares of 
705556 Alberta Ltd., Starvision Enterprises Inc., and Safiqa Holdings Ltd. Each company is engaged in the operations 
of video rental and retail stores in Canada. The acquisitions have been accounted for using the purchase method 
of accounting as follows: 


705556 Starvision Safiqa 
Alberta Enterprises Holdings 
Ltd. Inc. Ltd. Total 
$ $ $ $ 
Assets Acquired 
Working capital (7,768) (23,609) — (31,377) 
Capital assets 414,490 1,572,043 1,058,248 3,044,781 
Goodwill 343,278 1,809,566 Not 2,1 02) 6 3,020,596 
Deferred taxes 125,000 444,000 306,000 875,000 
625,000 2,914,000 2,125,000 5,664,000 


SS SSS SS SSS 


Consideration 
Cash 250,000 1,500,000 1,000,000 2,750,000 


Common shares 375,000 1,414,000 1,125,000 2,914,000 


625,000 2.914.000 2.125.000 __ 5.664.000 
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On August 1, 1998, the Corporation acquired all of the issued and outstanding shares of Integrated Retail Corp. for 
consideration of 5,200,000 common shares of the Corporation. Both of these companies have been controlled by 
the same individuals since inception and there was, therefore, no substantive change in ownership of the shares. 
As the companies were under common control, these financial statements have been presented using the continuity 
of interest method of accounting under which the financial position and results of operations for the current and 
prior periods are presented as if the new corporate structure had existed since inception. Accordingly, as at May 
31, 2000 and 1999, the consolidated balance sheets include the assets and liabilities of the Corporation and 
Integrated at their carrying values and the consolidated statements of earnings and retained earnings (deficit) and 
cash flows include the results of their operations for all periods presented. 


3. GAIN ON DISPOSAL OF ASSETS 


Effective September 30, 1999, the Corporation sold existing video tapes, video games and DVD s used for rental 
revenue to a Limited Partnership for cash of $4,000,000 resulting in a gain of $1,297,049. The Limited Partnership 
has contracted the Corporation to manage these assets for which the Corporation earns a fee. As of May 31, 2000, 
the Corporation earned $2,226,813 under the contract with the Limited Partnership. 


4. INVESTMENTS 

The Corporation holds a 45.18% (1999 - 100%) equity ownership in E-Trend. Between the period from September, 
1999 to February 29, 2000, the Corporation s ownership was diluted through the issuance of E-Trend s shares from 
treasury. As a result the investment is no longer consolidated in the Corporation s accounts and a dilution gain of 
$2,452,188 was recorded. 


The Corporation has consolidated E-Trend through to February 29, 2000. E-Trends net loss during the period of 
March 1, 2000 to May 31, 2000 was $607,172, which the Corporation s 45.18% share was $268,249. 


The financial position of E-Trend is summarized as follows: 


May 31, 2000 
$ 


Cash 2,912,223 
Other current assets 1,160,523 
Capital assets 477,582 
Other assets 516,971 
Current liabilities (392,677) 


Loss for the period (840,996) 
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5. CAPITAL ASSETS 


May 31, 2000 


Accumulated Net Book 
Amortization Value 


q 
», », 


Canopies and signs 295,323 89,129 206,194 


Equipment and fixtures 1,876,713 660,255 1,216,458 
Videocassette machines 188,559 81,788 106,771 
Videocassette rental movies and games 8,267,602 3,697,698 4,569,904 
Computer hardware 481,195 323,913 157,282 
Computer software 281,010 80,173 200,837 
Leasehold improvements 526,441 160,103 366,338 
Logo and jingle 3,250 2,617 633 
Uniforms 27,220 24,303 2,917 
a 
May 31, 1999 
Accumulated Net Book 
Cost Amortization Value 
$ $ $ 
Canopies and signs 178,421 3o;119 145,302 
Equipment and fixtures 705,746 94,266 611,480 
Videocassette machines 115,608 33,190 82,418 
Videocassette rental movies and games Oe Z2.025 911,941 2,260,884 
Computer hardware 93,921 27,601 66,320 
Computer software 91,585 17,678 73,907 
Leasehold improvements 161,786 18,991 142,795 
Logo and jingle 3,250 1,534 A 
Uniforms 10,693 10,693 — 
4,533,835 1,149,013 3,384 ,82 
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6. NOTE RECEIVABLE 


The amount is due on demand bears interest of 15% per annum and is unsecured. 


7. LINE OF CREDIT 


The Corporation has two demand operating credit facilities with Canadian financial institutions providing for lines of 
credit of $350,000 and $200,000. The credit facilities bear interest at prime plus one percent (2000 - 8.50%) and 


prime plus half of one percent (8.00%), respectively. As of May 31, 2000, the Corporation has not drawn from any of 
its credit facilities. 


Foisneaanecairarl 


8. LONG-TERM DEBT 


Promissory note, due on July 29, 2002 bearing interest at 
9% per annum and the personal guarantee of a shareholder 
is pledged as collateral. 


Small business loan, due in monthly installments of $5,250 
including principal and interest, interest at prime plus 3% per 
annum, (10.5% at May 31, 2000, 1999 - 9.25%) and a general 
security agreement covering all assets is pledged as collateral. 


Promissory note, due in monthly installments of $1,530 including 
principal and interest, interest at 6.5% per annum and a general 
security agreement covering all assets is pledged as collateral. 


Promissory note, due in monthly installments of $1,530 including 
principal and interest, interest at 6.5% per annum and a.general 
security agreement covering all assets is pledged as collateral. 


Promissory note, due in monthly installments of $1,157 including 
principal and interest, interest at 7% per annum and a general 
security agreement covering all assets is pledged as collateral. 


Less current portion 


Estimated principal payments over the next five years 


are as follows: 


$ 
2001 62,924 
2002 124,038 
2003 54,932 
2004 55,026 


cols colO REN 
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74,065 


205,483 246,880 


296,920 


312,224 


62,924 89,802 
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9. SHARE CAPITAL 


Authorized 
Unlimited number of preferred shares 
Unlimited number of common shares 


Common shares issued Number of 
Shares $ 

Issued for cash 2,000,000 300,000 
Share issue costs —_— 28,298 

2,000,000 271,702 
Issued to acquire Integrated Retail Corp. [note 2] 5,200,000 1,572,000 

7,200,000 1,843,702 
Exercise of options 90,000 18,000 
Exercise of warrants 583,000 411,250 
Shares issued to settle debt ; 30,555 19,861 
Issued for cash 593,721 445,291 
Share issue costs — (73,934) 
Balance, May 31, 1999 8,497,276 2,664,170 
Exercise of options 200,000 40,000 
Exercise of warrants 316575 395,719 
Exercise of broker options 69372 44,529 
Issued for acquisitions [note 2] 1,996,207 2,914,000 
Issued for cash 25,833 33,1500 
Share issue costs — (4,402) 
Balance, May 31, 2000 11,095,263 6,087,766 
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Pursuant to escrow agreements, 5,280,000 common shares are held in escrow. Of these escrowed shares, one 
third of 4,150,000 will be released on each of September 18, 1999, 2000 and 2001 and 1,130,000 will be released to 
a maximum of one-third on each of the above dates based on certain performance criteria. 


Options and warrants 

The Corporation has a stock option plan available to officers, directors and employees with grants under the Plan 
approved from time to time by the Board of Directors. The exercise price of each option equals the market price of 
the Company s stock at the date of grant. The plan provides for vesting at the discretion of the Board and the options 
expire after five years from the date of grant. 


The Corporation has issued the following stock options at May 31, 2000: 


Weighted average 
exercise price 


Shares $ 
Outstanding at beginning of the year 200,000 0.20 
Granted during year 1,000,000 1254 
Exercised during year (200,000) 0.20 
Outstanding at year end 1,000,000 1.51 


Options exercisable at end of year 568,750 fie 
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The weighted average remaining contributed life of these options is 4.59 years. As of May 31, 2000, the Corporation 
has 50,000 warrants to purchase common shares outstanding with an exercise price of $2.00 per common share. 


These warrants expire on December 31, 2001. 


10. INCOME TAXES 


The provision for income taxes varies from the amount computed by applying the combined federal and provincial 


tax rates as follows: 


Computed income taxes (recovery) at 44.98% (1999 - 44.62%) 
Amortization of goodwill 

Dilution of investment 

Gain on disposal of assets 

Other , 


Significant components of the future tax liability are: 


Net book value in excess of tax pools 
Loss carryforwards 

_ Book value of investment excess of adjusted cost base 
Share issue costs 


11. EARNINGS PER SHARE 


For the For the 


twelve month thirteen month 
period ended period ended 
May 371, May 31, 
2000 1999 


$ 


1,620,570 
106,153 
(196,723) 
(30,000) 


1,500,000 
ee 


For the 
thirteen month 
period ended 

May 31, 
1999 


For the 
twelve month 
period ended 
May 31, 
2000 
$ 


1,938,000 


565,000 


2,465,000 
SA ge ee SN 


The earnings per share has been calculated based on the weighted average number of common shares outstanding 
for the year ended May 31, 2000 of 10,086,383 (1999 - 7,301,172). An assumed conversion of the options and 
warrants to purchase common shares and the resultant imputed interest savings does not have a dilutive effect on 


earnings per share. 


! 


/ 


Financial Statements 


12. DUE TO RELATED COMPANY 


The amount is due to E-Trend Networks, Inc., has no fixed terms of repayment, bears interest at bank prime plus one 
percent per annum, (8.5% at May 31, 2000), and is unsecured. 


13. COMMITMENTS 


The Corporation is committed to the following rental payments under leases for various premises: 


DEUS a 
2001 2,977,523 
2002 2,651,858 
2003 2,182,035 
2004 1,650,049 
2005 1:204.258 
Thereafter 4,301,176 

14,963,899 


With respect to the above leases, the Corporation received lease inducements which are being amortized and offset 
against general and administrative expense over the terms of the leases. 


14. SUBSEQUENT EVENT 


On June 5, 2000, the Corporation s credit facility, with a limit of $350,000, was increased to $800,000. On June 28 
and September 1, 2000, the Corporation issued 240,205 and 110,868 units respectively at $3.75 per unit for gross 
proceeds of $1,316,524. Each unit consists of one common share and one warrant to purchase one common share. 
Each common share purchase warrant entitles the holder thereof to purchase one of the Corporation s common 
shares at any time until two years after the closing date for $5.00 per common share for the first year after the closing 
date and $6.00 per common share thereafter. 
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Corporate Headquarters 
6201 - 46th Avenue 
Red Deer, Alberta T4N 621 
Phone: (403) 346-8119 Fax: (403) 309-5511 
Internet Address: www.vhq.ca 
Email: mail@vhq.ca 


Directors and Senior Officers 
Rod D. Stephen 
Director and Chairman of the Board 


Trevor M. Hillman 
Director, President and Chief Executive Officer 


Gregg C. Johnson 
Director and Executive Vice President 


Howard A. Bolinger, CA 
Chief Financial Officer 


Timothy J. Sebastian 
Secretary and General Counsel 


Michael D. McKelvie 
Senior Vice President, Marketing and Communications 


Ayaz Kara 
Director and Vice President, Business Development 


Marc L. Gignac 
Director and Vice President Operations, Saskatchewan 


Peter A. Lacey 
PireGot 


| 
Catherine J. McDonough 
Director 


Dan W. Sims 
Controller 


- Principal Banks 
Parkland Savings & Credit Union 
Red Deer, Alberta 


CIBC 
Red Deer, Alberta 


Auditors 
Ernst & Young LLP 
Calgary, Alberta 


Legal Counsel 
Shea, Nerland, Calnan 
Barristers & Solicitors 
Calgary, Alberta 


Garry Boris Barrister & Solicitor 
Red Deer, Alberta 


Transfer Agent 
Montreal Trust 
Calgary, Alberta 


{ 


Trading Symbol 
“VHS” Canadian Venture Exchange 
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To Contact Our.Internet Subsidiary 
E-Trend Networks, Inc. 


Canadian Head Office 
5919 - 3 Street S.E. 
Calgary, Alberta T2H 1K3 
Phone: (403) 252-7766 
Fax: (403) 252-7752 


U.S. West Coast Office 
Suite 102P, 4344 Promenade Way 
Marina Del Rey, California 90292 

Phone: (310) 305-1644 

Fax: (310) 823-0888 


U.S. East Coast Office 
1400 West Cypress Creek Road 
Fort Lauderdale, Florida 33309 

Phone: (954) 938-8840 
Fax: (954) 938-8962 


Internet Address: www.etrendnetworks.com 
Email: mail@etrendnetworks.com 
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Video Headquarters Inc. 
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